
service introduction by providing more numerous and more diverse test markets.

34. As with the cost savings described above, the benefits of combining R&D and marketing to

speed the development and introduction of new products are not likely to occur without the merger.

The advantage of an integrated finn is that technical standards can be agreed upon quickly and

enforced hierarchically. In a joint venture arrangement, rivalry, opportunism, and genuine disputes

over the best standards could needlessly delay the development and introduction of new services.

35. An example of the likely benefits of the merger is the expected effect on the employment of

Digital Subscriber Loop (DSL). DSL exploits unused bandwidth on standard phone lines without

interfering with voice transmissions. DSL can be considered the second wave of products (the first

wave being ISDN) targeted to the remote access market. Asymmetric DSL implies that

transmission speed depends on the direction of data transmission.!O Some of the advantages ofDSL

connections over ISDN and analog modems include (1) no need for call setup since the connection

is always on, (2) no busy signals, and (3) the local loop bandwidth is not shared with other

residential SUbscribers.

36. Both Ameritech and SBC have experience in developing DSL service. SBC is using its

R&D subsidiary, Technology Resources, Inc. (TR!) to assist in the deployment ofDSL

technology.2. In late 1997, SBC began offering FasTrak DSL services under the Pacific Bell brand

in San Francisco and under the Southwestern Bell brand in Austin, Texas. The first service offers

384 Kbps to and from a carrier central office. The second service works at 1.5 Mbps downstream

and 384 Kbps upstream.22 SBC plans to make asymmetric DSL services available to approximately

4.4 million households and 650,000 business customers by the end of 1998. The cost of the

20 For a more detailed discussion on the operation ofDSL and its current impediments, see Joanna
Makris, "DSL Services," DATA COMMUNICATIONS, April 21, 1998 at 38.

21 Kaplan Affidavit 120(c).

22 "sac unveils two new DSL test markets," ISDN NEWS, Dec. 12, 1997.
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services (including unlimited Internet access) will range from S199 to 5339 per month.23

37. Ameritech is also introducing DSL. In June 1998, Ameritech accelerated the deployment

and enhanced the scalability of its newly announced DSL service. The new Subscriber

Management System (SMS) will allow a broader population ofbusiness and consumer subscribers

to enjoy the benefits ofhigh-speed Internet access.2~ The SMS 1000 can aggregate as many as 4000

DSL virtual circuits or Frame Relay logical connections over high-speed links generating from

multiple central offices (COs). Using a unique capability known as "multiple contexts", Ameritech

can enable a single DSL connection to support multiple types of subscriber services such as

mUltiple Internet Service Providers (ISPS).25 This service provides only one example of the many

that will likely surface in the near future.

38. As noted by Martin Kaplan, the combined company would realize efficiencies in the

deployment ofDSL services by consolidating testing, technical consulting, and the preparation of

engineering design specifications using SBC's Technology Resources, Inc. subsidiary. These

benefits can be obtained with little or no incremental cost because of the public good characteristic

of the R&D already being performed at TRI. While the companies have not yet planned how to

merge their R&D operations, it is virtually certain that there will be numerous other situations in

which the combination ofSBC and Ameritech will accelerate the pace ofboth introduction and

commercialization.

B. The Merger Will Generate Significant Additional Efficiency Gains That Cannot
Be Realized Otherwise

39. The merger of SBC and Ameritech will generate additional efficiency gains by exploiting

23 uBell Atlantic, SBC to toll out ADSL," ISDN NEWS, June 16, 1998.

2~ uDSL: Ameritech selects RedBack SMS 1000 for scalable support ofbroadband access service,"
EDGE, ON & ABOUTAT&T, June 15, 1998.

25Id.
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economies of scale and scope. SBC estimates the total efficiency gains to be 52.5 billion, ofwhich

5778 million is from expected revenue synergies. Cost savings amount to $1.43 billion, and the

remainder arises from increased revenue (from increased penetration of value-added services) and

cost savings in in-region long distance. 26 The increases in competition from alternative technologies

ensure that a large share of the efficiencies generated by the merger will accrue to consumers.

40. The merger of SBC and Ameritech provides opportunities for the merging finns to

reallocate and reorganize resources in ways that reduce costs while increasing or maintaining the

quality of the services provided. The potential for more efficient resource utilization exists in a

wide variety of areas. Among them are rationalizing repair and maintenance facilities over a

combined firm, lower cost purchasing and the attainment of scale economies in administrative

functions. In addition to efficiency improvements, quality improvements can be expected in many

areas such as repair and maintenance and the more rapid introduction of new technologies and

products, discussed above. These cost reductions and quality improvements either would not occur

in the absence of the merger, or would occur more slowly and at higher cost. Experience with the

SBC-Pacific Telesis merger reveals that these efficiencies are real and substantial.

41. The merger will benefit customers through a reduction in repair times, installation times, and

increased efficiency in customer service. SBC estimates that the reduction in trouble reports and

field dispatches alone will reduce costs by $250 million, and will result in improved technician

productivity and better customer service. Much of this improvement will result from combining the

operations and facilities of the two separate firms, and from the application ofbest practices. As

noted above, SSC has considerable experience bringing together the best practices ofdifferent

companies to improve these areas to the benefit of consumers, while reducing costs.

42. The merger will also generate technical efficiencies in other operational areas. One area is

26 Kaplan Affidavit 1 2,7,17,23, 27.
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in provisioning and maintenance. The merger can bring about a reduction in trouble reports and

field dispatches in Arneritech's territory, as well as improved technician productivity, through the

adoption of best practices. In addition to better service, SBC estimates the resultant cost savings to

be ,$115 million.17

43. SBC and Ameritech have over 3100 combined switches and 120 tandems.28 The companies

currently use two different methods of acquiring and maintaining switches, with Ameritech

outsourcing its switch engineering functions and SBC performing these functions in-house. The

merger would allow the combined entity to take advantage of scale economies in performing these

functions, and to generate substantial cost savings in switch procurement because of its larger size.

SBC estimates cost savings of $45 million annually from combining these operations.29 These

savings would also carry over to the design and purchase of software upgrades for the switches to

allow for new and improved services to be delivered by existing switching equipment.

44. As with switching, Arneritech also outsources billing and OSS while SBC companies

maintain their own data systems. These functions are subject to large economies of scale, and the

merger allows the parties to reduce costs by combining and standardizing these operations. SBC

estimates these savings at $227 million.30

45. One of the biggest areas where economies of scale may result is in the area ofpurchasing.

The combined entity will be a larger customer for vendors and will be better able to exploit

economies of scale in the production of telecommunications equipment. One of the many examples

available is the price that the combined entity would pay for cellular and pes handsets. The

27 Kaplan Affidavit ~ 21(a).

28 Kaplan Affidavit ~ 21 (b).

29 Kaplan Affidavit ~ 21 (b).

30 Kaplan Affidavit 120(b)
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combined firm's larger scale would allow the combined entity to negotiate better contracts for these

and other essential components. Given the competitive nature of the cellular business and the

increasingly competitive nature of all telecommunications services, these savings would be

expected to flow substantially to consumers. The scale economies in procurement would apply to

many other areas as well. SBC estimates that the total procurement savings will amount to 5381

million.3l Another area where scale affects purchasing is in long distance, where the increased

volume after the merger will allow the company to receive larger volume discounts for wholesale

interexchange services.

46. Still another area where efficiencies can be expected is in the elimination of duplicative

administrative functions, including headquarters functions (accounting, HR, etc.), reduction in the

number of operations, repair, telemarketing, and collection centers, and the combination of

marketing and product development functions. Savings in these areas are a result of scale

economies in these operations. For instance, the two companies face many of the same legal issues

and circumstances so that the increase in size due to the merger does not require an equivalent

increase in the size of the legal department. The efficiencies resulting from this combination of

factors show up as both lower costs and increased ability to quickly develop and introduce new

products and technologies.

47. In addition to the benefits described earlier, the application of best practices allows for other

operational savings as well in areas such as network design, operator services, etc. SBC estimates

these savings to be $153 million.32

D. Consumer Benefits from Organizational Efficiencies and Synergies

48. In addition to the technical efficiencies and cost savings enumerated above, the merger

31 Kaplan Affidavit 120(a).

32 Kaplan Affidavit 123.
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allows the combined firms to exploit certain synergies in their operations. These synergistic effects

include the ability to develop and roll out new technologies faster and to more consumers:

49. Combining Ameritech and SBC will have a variety of synergistic effects that are separate

from and in addition to the cost savings above. They arise from the overall benefits stemming from

a larger entity that has the benefit of the combined expertise of the two companies encompassing a

larger geographic area. Information or experience gained in one firm can be transferred or shared

with the other. These kinds of benefits directly result from a merger of the units and incentives of

the two firms.

50. A number ofbenefits accrue immediately upon merging. Products or services "owned" by

one company can be introduced to customers of the other. Test marketing that is conducted in one

area can now be spread over a larger roll out area, benefiting customers of both companies.

However, this is more than just spreading the costs over a larger base. The availability of more test

market areas and the larger market over which product costs can be recouped can help to make

economical the introduction of services that otherwise would not be brought to market. It may also

pennit the introduction of services that have higher risk associated with them since they would have

a greater likelihood of cost recovery.

E. Expanding the Adoption ofExisting Services

51. Consumer access to existing services will be expanded by allowing the combined entity to

use the best marketing practices of each merging partner and by the synergistic effects of combining

their expertise in marketing. Combining market research and development efforts across firms

allows better customer focus, lowers market research costs and allows the more effective use of its

results.

52. sac has had particular success in some areas and would be expected to transfer that success

to Ameritech upon completion of the merger. Ameritech, also brings to the table specialized

expertise and experience that will synergistically enhance the marketing and packaging ofservices.
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One area the people at SBC point to where Ameritech is successful is Centrex. According to SBC,

Ameritech is an industry leader in Centrex. SBC estimates that improved marketing and

Ameritech's Centrex experience could increase sales by 5120 million.33 It is important to note that

these increased Centrex revenues come from making SBC and PacTel more competitive marketers

of Centrex technology, which is in direct competition with other technologies such as PBX. Thus,

applying Ameritech's know-how and best practices to SBC's Centrex business is strongly

procompetitive. Further study may reveal other areas where application of Ameritech's best

practices and know-how can be beneficially transferred to SBC and its customers.

53. SBC has extensively studied how it can apply its strengths and knowledge to Ameritech's

product offerings. According to data supplied by SBC, in addition to the Centrex example above,

the company can be expected to expand customer purchases in a number of areas, including the

following.

• SBC has had particular success in the services covered by what are known as vertical features,

such as call waiting, return call service, and voice mail. For example, vertical service revenues

for SBC increased by approximately 20% in 1997 and 29% in 1996.34

• Caller ill is another vertical service where SBC's marketing prowess may well yield increased

market penetration. In its five-state territory, SBC's marketing efforts resulted in half of its

residential customers subscribing to caller ID. 3S In Pacific Bell's territory, caller ID penetration

has increased from 1% to 9% since the merger. SBC estimates that application ofbest practices

and individual firm know-how across the broader organization will increase sales of vertical

33 Kaplan Affidavit' 14.

34 SBC 10-K Filing Submitted to SEC, March 11, 1998.

35 Anita Raghavan, Steven Lipin. and John 1. Keller. "Growing Up: SBC Communications to
Acquire Ameritech in a $55 Billion Deal," WALL STREETJOURNAL. May 11. 1998. at AI.
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services to consumers by $230 million.36

• Pacific Bell has had great success in selling additional lines, with a 28% penetration. Revenue

gains of approximately $134 million are expected through the sale of additional lines by

applying Pacific's best practices..37

• Data services provide another opportunity for the merger. The merger provides the opportunity

to apply best practices and marketing techniques to a host of technologies, including ISDN,

frame relay, and others. SBC estimates the revenue impact to be $65 million.38 As with Centrex

and other technologies above, it is important to note that the market for data services is

increasingly competitive.

• Other areas where SBC estimates synergies and additional sales are in directory publishing,

wireless sales, and public pay phones.

F FLy;ed v. Marginal Cost Savings

54. In its recent ruling on the Bell Atlantic-Nynex merger, the FCC emphasized the role of

marginal costs in consideration of the competitive effects resulting from the merger, noting that

"Merger generated efficiencies can offset unilateral effects to the extent that such efficiencies

reduce marginal costs and thereby counteract the merged firm's incentive to elevate price.,,39 Many

of the merger efficiencies discussed in this section have a direct impact on reducing the merged

firm's marginal cost of operations. Marginal cost reductions cited by the FCC in the Bell Atlantic­

Nynex merger, such as procurement savings and savings in the costs to provide long-distance

36 Kaplan Affidavit' 8.

37 Kaplan Affidavit' 10.

38 Kaplan Affidavit ~ 12.

39 Paragraph 169 in FCC Decision and Order in the Matter ofNYNEX and Bell Atlantic.
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services, should be realized in the instant merger as wel1. 40 Based on the experience of the recent

SBC-PacTel merger, there exists ample evidence of reductions in marginal costs directly

attributable to the merger of two RBOCs. For example, Ameritech will no longer have to outsource

its .data centers to a third party since SBC-PacIel operates its own data centers. Marginal costs of

adding new Ameritech subscribers can be reduced through utilization of SBC data processing

facilities. Consolidation of these functions is expected to yield annual operating savings of$227

million.4
\ In addition, consolidation of switching operations should result in lower marginal costs.

55. Other efficiencies from the merger affect long run marginal costs and therefore have

consequences for pricing and entry decisions. Costs that are fixed in the short run become variable

in the long run, and thus reductions in fixed costs can result in lower prices or improved entry

opportunities over the longer term.

IV. Past Experience Shows That SBC Can ~Ieet Estimated Efficiencies Gains

56. Because of its recent assimilation of Pacific Bell and Nevada Bell, SBC is well-positioned to

estimate the types of products where synergies and cross-selling opportunities arise. It is also well­

positioned to understand the size of the increases it can expect. As noted above, many of the areas

where best practices and know-how apply already face competitive alternatives, and the impact of

the merger is to make these markets even more competitive through the application of knowledge

and experience gained across the combined firm.

57. In its merger with Pacific Telesis, SHe asked its business managers to evaluate the likely

efficiencies of the merger. It then made these managers personally responsible for achieving the

40 FCC Decision, , 170.

4\ Kaplan Affidavit ~ 20(b).
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projected results.42 The effect was that SBC was able to meet most of the efficiencies claims it

58. After the PacTel merger, SBC was able to eliminate or reduce duplicative support functions

and expenditures on new products, more fully exploit economies of scale and scope, and implement

best practices to reduce costs and increase quality. One specific area where scale economies

enabled SBC to reduce costs post-merger is purchasing, where the goal was to reduce expenditures

by 5500 million. Since the merger with Pacific Telesis, SBC has already achieved 40% of the

projected savings, with another 30% nearing completion.4-l These results are all the more

remarkable given that the short time since the merger means that many existing contracts have not

expired or been renegotiated.

59. SBC was also able to reduce or eliminate duplication in support functions, such as

accounting and finance, corporate strategy and legal. SBC estimates that these savings amounted to

5201 million in the PacTel merger. 4S

60. SBC has also demonstrated quality improvements as a result of its merger with Pacific

Telesis. SBC significantly improved quality in repair times for the PacTel area. Post-merger repair

times were reduced by an average of 60%. Installation times were reduced by 80%, from as much

-l2 Kaplan Affidavit' 6.

~3 In SHC's report on second quarter 1998 earnings, chairman and CEO Edward E. Whitacre Jr
noted that "We remain on target to achieve all of the synergies associated with the Pacific Telesis
merger, particularly revenue growth at Pacific Bell which increased 6.3 percent, driven in large
part by our ability to sell vertical services as we continue to share expertise from Southwestern
Bell." See "SHC Grows Second Quarter Earnings Share 18%," July 16, 1998 SHC Press
Release, July 21, 1998. See also the Kaplan and Kahan Affidavits for the efficiencies results
SHC was able to achieve in the PacTel merger.

~4 Kaplan Affidavit' 20(a).

45 Kaplan Affidavit' 24.
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as 2-3 weeks to 3-4 days.46 SBC also met or exceeded the conditions imposed by the California

PUC on repair and business office answer times.

V. Conclusions

61. The telecommunications marketplace is changing rapidly and the participants in the industry

are struggling to keep pace with these changes. What may have sufficed in yesterday's marketplace

will not be adequate for tomorrow's. The infonnation provided here has demonstrated the kinds of

changes that are occurring and what finns are doing to position themselves to survive in the new

telecommunications world. The only way to succeed is to serve customers. That means providing

the services they want, in the ways they want them, and at prices they are willing to pay. Clearly,

these marketplace demands are imposing pressures on all members of the industry and each is

responding with its own business strategy. SBC's and Arneritech's strategy is apparently to

position itself as a major player in the evolving marketplace, and, in order to pursue that goal, they

wish to combine their assets, their people, their skills and their markets. By doing so they will stand

a good chance of succeeding as a global supplier of telecommunications services.

62. The task of this effort is to assess how consumers are affected by the merger. It is evident

that the benefits are many. Moreover, the consumer benefits do not all corne from the internal

operations of a combined SBC/Ameritech. The influence of this newly combined entity on the

marketplace also heightens incentives of other finns to develop and introduce new products and to

become at least as efficient as SBCIAmeritech. Consumers will benefit from these market

responses.

63. A combined SBCIArneritech will be able to stand up to the giants that are now well-

~ Kahan Affidavit ~ 97.
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entrenched in the global telecommunications marketplace. It is SBC and Arneritech's common

desire to assume a position in the top echelon of telecommunications firms. As has been said, if one

wants to set a world record in a race, get in a race with world class runners. SBC and Arneritech

evidently want to compete against the major global telecommunications suppliers in the supply of a

broad range of telecommunications services. Consumers will be the beneficiaries of this aggressive

competition.
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copy of the original signed affidavit, which was filed as an attachment to Exhibit 2 to the
Form 490 applying for the Commission's consent to transfer control ofPart 22 licenses
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SELECTED FINANCI ... L AND OPER ...TlNG DATA
Dollars in millions eecept per share alllOunts

At December 31 or for the 'JUIl' ended: 1m1 1996 1995 1994 19932

Financicll Da.td

Operating revenues $24,856 $23,445 $21,712 $21,006 $20,084

Operating expenses $21,616 $17,609 $16,592 $16,056 $17,077

Operating income $ 3,170 $ 5,836 $ 5,120 $ 4,950 $ 3,007

Interest expense $ 947 $ 812 $ 957 $ 935 $ 1,005

Equity in net income of affiliates $ 201 $ 207 $ 120 $ 226 $ 250

Income taxes $ M3 $ 1,960 $ 1,519 $ 1,448 $ 658

Income from continuinc operations before extraordinary
lou and cumulative effect of accounting chances' $ 1,474 $ 3,189 $ 2,958 S 2,777 $ 1,589

Net income (loss) $ 1,474 $ 3,279 $ (3,064) $ 2,800 $ (2,474)

Earnings per common share:·
Income from continuinc operations before extraordinary

lou and cumulative effect ofaccounting changes' $ 0.81 $ 1.73 $ 1.61 $ 1.52 $ 0.88

Net income (loss) $ 0.81 $ 1.78 $ (1.66) $ 1.54 $ (1.37)

Earnings per common share - Assuming Dilution:·
Income from continuinc operations before extraordinary

lou and cumulative effect of accounting chances' $ 0.80 $ 1.72 $ 1.60 $ 1.52 $ 0.88

Net income (loss) $ 0.80 $ 1.77 $ (1.66) $ 1.53 $ (1.37)

ToUl assets $42,132 $39.485 $37,112 $46,113 $47,695

Long-term debt $12,019 $10,930 $10,409 $10,746 $10,588

Construction and capital expenditures $ $,766 $ 5,481 $ 4,338 $ 3,981 $ 4,021

Free cash fIow4 $ 1,»4, $ 1,935 $ 2,452 $ 2,952 $ 2,147

Dividends declared per common share·! $ 0.895 $ 0.86 $ 0.825 $ 0.79 $ 0.755

Book value per common share'" $ 5.38 $ 5.28 $ 4.57 $ 7.29 $ 8.34

Ratio of earnings to fixed charges 2.66 5.34 5.24 5.01 2.91

Return on weighted average shareowners' equity7 14.7"- 33.73% 23.97% 19.43% 11.06%

Debt ratio' 56.1"- 55.49% 61.73% 48.57% 45.30%

Operating Dataf

EBITD...• $ 8,092 S 9.945 $ 9,154 $ 8,774 $ 6,750

Network access lines in service (000) 33,440 31,841 30.317 29.147 28,234

Access minutes of use (000,000) 129,817 123,303 112,874 100.800 93,877

Wireless customers (000) 5,493 4,433 3.672 2,992 2,049

Number of employees 118,340 109,870 108.189 110,390 113,755

-Restated tD reflect two-fot..one slDck spit dedared J-,iiI'Y 30, 1998.
"0peDtlnc data may be periodically revised tD reflect the most current information -utile.
, As cIetlIiIed in manapment's discussion and analysis of Results of OpeAtions. 1997 results include CNII.S for se'<Iltral items including stAtep: initiatMs
and ClftIOinI-..... intleption costs, pin on the SlIIe of SBCs interests in Bell Communications Resean:h, Inc. and a first quarter afte..tax settle_t pin.
Exdudinc these itlems, sac reported an ad;ustled net illCQme of $3,364 for 1997.

>As noliId in _.-nt's discussion and -¥is of Other Business Matters - Restructwinc Reserve, 1993 ItiUIts include restructuring costs lit Pacific Telesis
e-.-p. Eldudinc these costs, SBC IepClried income flom conlinuinc opeIlItions befCR ertAoninlIry loss and cumulative efFect of lICCOUntinc c:hanps of 52,450.

J 19ffi, Chanp in diredDly accountinc; 1995, Discontinu<lnce of RecuJatD'Y Accoun~ 1994-1993. Income (loss) from spun-offopeAtions; and 1993,
Eal'Iy Extinpishment of Debt and Cumuilltille Effect of Chanps in Accountins Principles.

• Ffte cash flow is net cash pI'OWided by operatinc lICtivIties less construction and capital expenditures.
• DlvidMds declared by SBCs Board of Directors; these amounts do not include dMdends dedared and paid by Pacific Telesis Group prior tD the merger.
•~'eq~ used in book value per common share and debt Atio calculations includes extAOldina'Y loss and chances in accounting principles.
7CaIcuIMed using incClllle befCR eIltraotdinl'Y loss and chances in accountlnc principles. These impacts _ iIlcIudlIdin~~~

• EBITDA is eaminp before interest, tilles, depreciltion and amortization (opeAq income plus depreciation and amortiation). SBC considers EBITDA an
impoItInt component in our economic value added systems as an indiClItDr of the GpeAtional strength and perf'ormance ofour businesses. It is pnMcIed as
supplemental information and is not intended tD be a substitute for GpeAting income, net income or net cash provided by opelllting ac:tMties as a measure
ofllnanciiIl perfonn-=e or liquidity.



MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS
Dollars in Millions except per share al'lOunts

SBC Com.mullication~~ Inc. (8BC) is a holding compan.y whose .nwsidiaries and aJftliate~"i operate predomioontl:r
in the communications servict.s industry: S.BC's subsidiaries and oJfi1.iates prot'ide landlin-e and winle.s$
telecommunications seroices ami equipment, directory adt'erttsing and cable television services.

On April 1, 1997, SBC completed a merger which resulted in
Pacific Telesis Group (PAC) becoming a wholly-owned
subsidiary of SBC. Among PAC's subsidiaries are Pacific Bell
(Pac8ell, which also includes its subsidiaries) and Nevada Belt
The merpr was accounted for as a pooling of interests and a
tax-free reorganization. Accordingly, the financial statements
for the periods presented have been restated to include the
accounts of PAC (see Note 3 to the Financial Statements).

SBCs Iarpst: ielephone subsidiaries are Southwes1em Bell
Telephone Company (SWBeI), providing Iandline teIecom,...,nications
and related services CM!f' approximately 16 milfion access 6nes in
Texas, Missouri, Oklahoma, Kansas and Arbnsas (fNe..state area),

and PacSeIl, providing telecommunications and related services ewer
approocimately 17 million access ines in Ca&fomia. sec also pRMdes
ielecommunicati0n5 and related services through its NeYac:Ia Bel
subsidiary CMI" approcimaiely 300 thousand access lines in NeYada.
(SWBeIl. PacBeI and Nevada Bel are coIec:tneIy nftrred to as the
Telepholle Companies.) The Telephone Companies are subject to
regulation by each ofthe states in which~ operate and by the
federal Communications Commission (FCq.

This discussion should be read in conjunction with the
consolid.1ted financial statements and the accompanying notes.
AU per share data has been restated to reflect the two-for-one
st.ocIt sp6t, effected in the form of a stock dividend, declared
January 30, 1998 (see Note 15 to the Financial Statements).

RESULTS OF OPERATIONS
Summary
financial results, including percentage changes from the prior year, are summarized as foUows:

Operating revenues
Operating expenses
Income before extraordinary loss and

cumulative effect of accounting change
Extraordinary loss
Cumulative effect of accounting change
Net income (loss)

Percent Change

1m¥$. 1996 ¥s.

1997 1996 1995 1996 1995

$24,856 $23,445 $21.712 6.~ 8.0'X.
$21,686 $17,609 $16,592 23.2~ 6.1 'X.

S 1,474 $ 3,189 $ 2,958 (S3.8)~ 7.8'X.
$ (6,022)

$ 90
S 1,474 $ 3,279 $ (3,064)

Items affecting the comparison of the operating results
between 1997 and 1996, and between 1996 and 1995, are
discussed in the following sections.

__From

f1J.Tt:~.aby

~pt".dci cJu;.rg~~.

and t99J :CU'C

Continuinc

Operati_ Before

Extraordinary Loss

and A«ountlllI

Chanps

R~ult:ifr,r1991

(dolll5
in billions)

• Inca_from
cantinuins
operations
before
edraordinary
loss and
accounting
chanl!lts

including expenses for the introduction of Personal
Communications Services (PCS) operations in Catlfornia and
Nevada. The primary factors contributing to the increase in
income before extraordinary loss and cumulative effect of
accounting change in 1996 were growth in demand for services
and products at the Telephone Companies and Mobile Systems.

• Special
charps

SBC recognized the cumulative effect of a change in accounting
in 1996 relating to recognition of directory publishing menues
and related expenses and an extraordinary loss in 1995 from the
discontinuance of regulatory accounting at SW8el1 and PacBeII.

SBC's net income for 1997 includes after-tax charps of
approximately $2.0 biHion reflecting strategic initiatives
resulting from a comprehensive review of operations of the
merpd company, the impact of several regulatory rulings
during the second quarter of 1997, costs incurred for customer
number portability since the merger and charges for ongoing
merger integration costs. Excluding these items, SSC reported
net income of $3,487 for 1997. Net income for 1997 WIS also
favorably affected by $33 representing SBC's after-tax gain on
the sale of its interests in Bell Communications Research, Inc.
(8eIIcore) and a first quarter 1997 $90 after-tax settlement
gain at PAC associated with lump-sum pension payments that
exceeded the projected service and interest costs for 1996
retirements. Excluding these additional items, SBC reported an
adjusted net income of $3,364 for 1997, 5.5'X. higher than
1996 income before cumulative effect of accounting change of
$3,189. The primary factors contributing to this increase were
growth in demand for services and products at the Telephone
Companies and Southwestern Bell Mobile Systems (Mobile
Systems), partially offset by increased expenses at PacBelL

'AGE I'



MANAGEMENT'S DISCUSSION AND ANALYSIS, c.ontinued
Dollirs in millions except per shire amounts

Operating ReYenues
S8C's operating revenues for 1997 n!flect reductions of $ 188 n!lated primarily to the impact of several regulatory rulings during the
second quarter of 1997. Excluding these reductions. SBC's operating revenues inCn!ased $ 1,599, or 6.8'-, in 1997 and $ 1.733. or
8.0'-, in 1996. Components of total operating n!venues, including percentage changes from the prior year, an! as follows:

1tt7 'IS. 1996 \/s.

19'7 1996 1995 '''' 1995

local service
Landline $ ',568 $ 8,754 $ 8.118 '.3~ 7.8'1
Wireless 3,034 2.635 2,247 15.1 17.3

Networlc. access
Interstate 3"'" 4,008 3.770 (1.5) 6.3
Intrastate 1,86' 1,823 1,744 2.5 4.5

long-distance service 2,115 2.240 2.072 (5.6) 8.1
Directory advertising 2,111 1.985 1.984 6.3 0.1
Other 2.213 2.000 1.777 10.7 12.5

$24,15' $23.445 $21,712 6.~ 8.0'-

went into effect February 1. 1997. The California Public Utilities
Commission {Cpuq has stated that the CHCFS is intended to
directly subsidize the provision of service to high cost areas
and allow PaeBell to set competitive rates for other services.
The rebalancing provisions of the CHCFS resulted in a shift

LO!~i Stroke landline local service revenues incmsed in
1997 and 1996 due primarily to increases in demand. including
increases in n!sidential and business access lines and vertical
services revenues. Total access lines incn!aSed by 5.0," in both
years. of which approximately 50'1 was due to growth in
California and ewer 30'- was due to growth in Texas. Access
lines in Texas and California account for approximately 80'- of
the Telephone Companies' access lines. Approximately 32'1 of
access line growth in both years was due to sales of additional
access lines to existing residential customers. Vertical services
revenues. which include custom calling options. Caller 10 and
other enhanced services. increased by approximately 20," in
1997 and 29'1 in 1996. Local service revenues also reflect the
implementation of the California High Cost Fund (CHCFS) that
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from long-distance revenues of $84 and intrastate network
access revenues of $26 to local service n!Yenues in 1997. For
further information on the operations of the CHCFS, see the
discussion under the heading "Regulatory Environment ­
Cafifornia: Additionally. Federal payphone deregulation in 1997
incmsed local service n!Yenues and decreased long-distance
service n!Yenues and interstate network access revenues; the
cwerall impact was a slight increase in total operating revenues.
Rate reductions in 1997 due to CPUC price cap orders partially
offset incmses in Iandline local service revenues.

Wireless local service revenues increased in 1997 and 1996
due primarily to growth in the number of Mobile Systems'
ceUular customers of 16.3'- and 20.7'-. partially offset by
declines in average revenue per customer. 1997 wireless local
service n!Yenues also include revenues from the introduction of
PCS operations in California. Nevada and Oklahoma. At
December 31. 1997, SBC had 5,068.000 traditional cellular
customers. 60.000 resale customers and 365.000 PCS
customers. At December 31, 1996. SBC had 4,398.000
traditional cellular customers and 35.000 resale customers.

!'tktwork ACCC'.s.~ Interstate network access revenues decreased
in 1997 due to $187 in chalge5. These chalges include billing
claim settlements related to the Percentage Interstate Usage (PIU)
factor in California and several Federal regulatory issues including
end~user chalges. recCM!ry of certain employee-related expenses
and the retroactive effect of the productivity factor adjustment
mandated in the July 1. 1997 Federal price cap filing. While the
change in the PIU factor in California. which is used to aI\ocate
networIc. access revenues between interstate and intrastab! jurisdic~

lions. also had the effect of increasing intrastate netMmt access
revenues. it resulted in a slight decline in total network access
revenues. Excluding these impacts, interstate networlc. access
revenues increased in 1997 and 1996 due lalgely to increases in
demand for access services by interexchange carriers. Growth in
revenues from end-user charges attributable to an incn!asing
access 6ne base also contributed to the increases in both years.
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Partially offsettinc these incReases were the effilcts of the rate
reductions of approximately $100 in 1997 and $115 in 1996
JWIated to the FCCs productivit;y factor adjustment.

Intrastate network access revenues in 1997 reflect an
increase due to the PIU settlements and a decrease due to the
effects of the CHCFB described above. Excluding these impacts,
intrastate network access revenues increased sJishtly in 1997
and 1996 as increases in demand, including usage by
alWnatiw intraLATA toU carriers, were partially offset by state
regulatory rate orders.

Lons·l)ukUU'.e Ser::it.~e revenues decreased in 1997 due to
the effect of the CHCFB discussed above, regulatory rate
ordeB. price competition from alternative intraLATA toll carriers
and the introduction and deployment of extended area local
service plans at SWBelL These decReases were somewhat offset
by increases due to growth in wireless revenues and demand
resulting from California's growing economy. long-distance
service revenues increased in 1996 due principally to increases
in deMand resulting from California's growing economy and to
growth in Mobile Systems' long-distance rwenues, including
interlATA seMce that began in February 1996. Additionally,
nwenues in 1996 increased due to the Reduction in 1995 from

SWIeR intraLATA toU pool settlement payments and accruals
for rate reductions relating to an appealed 1992 rate order in
Oldahoma. The settlement of the appeals in October 1995
eliminated the need to continue these accruals. These increases
in 1996 nMnues were somewhat offset by the impact of price
competition from altemative intraLATA toR carriers.

!JiredoryAdmrtiBing revenues inCReased in 1997 due
mainly to increased demand at Southwestem Bell Yellow Paps,
Inc. (Yellow Pages) and Pacific Bell Directory (PBDirectory) and
the publication of directories in 1997 that were not published
in 1996. Directory adYertising nwenues were relatiYely
unchanpd in 1996 as increased revenues were offset by the
deawase resulting from the January 1996 sale of SBe's
publishing contracts for GTE Corporation's seMce areas to
GTE Directories. Exduding the impact of this sale, revenues
increased 5.1 ~ in 1996.

Other operating revenues increased in 1997 and 1996 due
primarily to increased equipment sales at Mobile Systems and
Pacific Bel Mobile Services and revenues from new business ini­
tiatMes, primarily voice messacing services and Internet services.
Increased demand for PaeBeR and SWBell nonregulated services
and products also contributed to the increases in both years.

Operatinc Expenses
saC's operating expenses for 1997 reflect approximately $2.9 billion of charges Related to strategic initiatives IUUlting from a
comprehensive review of operations of the merged company, the impact of seYeral regulatory rulings during the second quarter of
1997 (see Note 3 to the Financial Statements), costs incurred for customer number portability since the merger and charges for
onlOing merpr integration costs. Excluding these charges. SBC's operating expenses increased $1.188. or 6.7~, in 1997 and $1.017,
or 6.1'1., in 1996. Components of total operating expenses, including percentage changes from the prior year, aRe as follows:

lt97vs. 1996015.
1m 1996 1995 1_ 1995

Cost of seMces and products
Selling, general and administrative
Depreciation and amortization

$ ',488
7;J.76
4,922

$21,616

$ 8,250
5,250
4,109

$17,609

$ 7.864
4,694
4,034

$16,592

1S.",
38.6
19.8
23.2~

4.9~

11.8
1.9
6.1%

(;CiSl oj8erou~e.s and Pl'/Iduct., Reflects charges of $334 in
1997 Relating to SBC's strategic initiatives, operational ReViews.
costs incurRed for customer number portability since the
merpr and onlOing merpr integration costs; excluding these
charps, expenses increased $904, or 11.0~. in 1997. Asignifi­
cant part of this increase was caused by the introduction of
PCS operations during 1997. Other major factors contributing
to the increase included increases in employee compensation,
including inmases related to force additions and contract
labor, growth at Mobile Systems. network expansion and main­
tenance and interconnection costs. Cost of services and prod­
ucts increased in 1996 due primarily to increases in employee
compensation, growth at Mobile Systems, network expansion
and maintenance, and expenses Related to local competition
pReparation and new business initiatives. such as PCS, Intemet
services and network integration.

Seliing, (Tf.lumJ llntLtdmin.i$troUve expense in 1997
reflects $1,952 of charges relating to SBC's strategic initiatives,
operational n!View5 and ongoing merpr integration costs.
As discussed in Note 3 to the Financial Statements, the most
significant of these charges included shutdown of the Advanced
Communications Network (ACN), regulatory costs related to the
approval of the merger with SBC by California and Nevada
Regulators. and reorganization initiatives. Excluding these
charps, expenses increased $74, or 1.4", in 1997. Significantly
increasing expenses was the introduction of PCS operations
during 1997. Other major factors contributing to the increase
included growth at Mobile Systems. expenses related to new
business initiatives, primarily voice messaging and lniemet
services. and increases in employee, compens.ation,..sales agents
commissions and uncollectibles. These increases were partially
offset by PAC's first quarter 1997 $152 settlement gain
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associated with lump-sum pension payments that exceeded the
projected service and interest costs for 1996 retirements.
Seling, general and administrative expense increased in 1996
due primarily to growth at Mobile Systems and increases in
contracted services. employee compensation and software
costs. Expenses incurred at PAC to prepare support systems for
local competition and for new business initiatives also
contributed to the increase in 1996.

DqmdiJnon and Amorf.zdtion in 1997 reflects charges
total.. $592 to record impairment of plant and intangibles.
As disaassed in Note 3 to the financial Statements, the most
sipificant of these impairments related to the wireless digital
TV operations in southern California. certain analog switching
equipment in California. certain rural and other telecommunica­
tions equipment in Nevada. selected wireless equipment and
cable within commercial builolf1JS in California. &eluding these
charges, depreciation and amortization increased $221. or 5.4'",
in 1997 due primarily to overall higher plant levels. Reduced
depnlCiation beginning with the second quarter of 1997 on
analog switching equipment in California at PacBeR partially
offset this increase. Depreciation and amortization also increased
in 1996 due primarily to CM!rall higher plant levels.

lrarest Expeme increased $135, or 16.6'", in 1997 and
decreased $ 145, or 15.2'". in 1996. The 1997 increase was
due primarily to increased average debt levels at S8e Also
contributing to the increase was interest associated with the
second quarter 1997 one-time charges. primarily interest on
the merger-approval costs. The 1996 decrease was due to
a change in PAC's capital structure, which replaced a portion
of interest expense with amounts recorded as Other Income
(Expense) - Net (see Note 10 to the Financial Statements),
lower long-term debt IeYeIs in S8C subsidiaries other than PAc,
and capitalization of interest during construction required
by the discontinuance of regulatory accounting in the third
quarter of 1995. Under regulatory accounting, the Telephone
Companies accounted for capitalization of both interest and
equity costs during periods of construction as other income.

Equity in Net Income of Affiliates decreased $6 in 1997
and increased S87 in 1996. The 1997 decrease reflects
decreased income from S8C's investment in Telefonos de
M'dco, SA de c.v. (Telmex), Mexico's national telecommunica­
tions company. This lower income resulted from the change in
the functional currency used by S8e to record its interest in
Telmex from the peso to the U.S. doHar beginning in 1997 and
S8C's reduced ownership percentage after the sale ofTelmex l
shares. Results also reflect preoperating expenses in several
intemational investments including long-distance in France,
Switzerland and Israel, and cellular communications in Taiwan.
These decreases were mainly offset by income from S8C's May
1997 investment in Telkom SA Limited (Telkom) of South Africa,
whose results reflected strong growth and expense manage­
ment, and lower losses resulting from the reduced involvement
in Tele-TV.
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The 1996 increase reflects increased income from Telmex,
due to the Nlative stabilization of the peso compared to 1995
and net gains on international affittate transactions. Results for
1995 indude losses on SBC's United Kingdom cable television
operations, which were accounted for under the equity method
prior to October 1995, and exchange losses on the non-peso
cIenominM'ed debt of Telmex. Results for 1996 and 1995 also
refIec:t reductions in the translated amount of US. doBar
eamings from Telmex's operations. Operational growth at
Telmex in both years somewhat offset these declines.

SBCs eamings from foreign affiliates will continue to be
generaUy sensitive to exchange rate changes in the value of the
respective local currencies. SBC's foreign investments are
recorded under U.S. generally accepted accounting principles
(CMP), which include adjustments for the purchase method of
accounting and exclude certain adjustments required for local
R!pOrting in specific countries. such as inflation adjustments.
SBCs equity earnings in 1998 will reflect SBCs investment in
Telkom for a full year of operations (see Note 16 to the
financiat Statements for discussion of the Telkom investment).

Other Income (ElCpIlnse) - Net decreased $5 in 1997
and $276 in 1996. Results for 1997 reflect S26 in second
quarter charges Nlated to S8Cs strategic initiatives, primarily
writeoffs of nonoperating plant. Other decreases relate
primarily to the market valuation adjustment on certain S8C
debt redeemable either in cash or Telmex l shares and
distributions paid on an adcfltional $SOO ofTrust Originated
Preferred Securities (TOPrS) sold by PAC in june 1996. Partially
offsetting these increased .penses were the gain recognized
from the sale of SBCs interests in 8e11core. royalty payments
associated with software developed by an affiliate and the gain
on the sale ofTelm.l shares. The decrease in 1996 reflects
the inclusion in 1995 of the gain recognized from the merger of
SBC's United Kingdom cable television operations into TeleWest
(see Note 16 to the tlftancial Statements) and interest income
from tax refUnds, somewhat offset by expenses associated with
the refinancing of long-term debt by the Telephone Companies
(see Note 9 to the tlftancial Statements). Additional decreases
in 1996 related to the reclassification of interest during
construction required by the discontinuance of regulatory
accounting in the third quarter of 1995 and the change in
PAC's capital structUn!! noted in the discussion of Interest
Expense (see Note 10 to the Financial Statements).

Income Tax expense decreased S1,097, or 56.0'", in 1997
and increased $441, or 29.0,", in 1996. Income taxes for 1997
reflect the tax effect of charges for strategic initiatives resulting
from SBC's comprehensive review of operations of the merpd
compa'!)', the impact of several regulatory rulings during the
second quarter of 1997, costs incurred for customer number
portability since the merger and charges for ongoing merger
integration costs. Exduding these items, income taxes for 1997
were lower. Contributing to the decrease in income tax expense
in 1997 was, among other items. n!!alization of foreign tax
credits. Income taxes paid, net ofrefUndS, reflect the impact of
reduced tax payments due to mergeF-related and integration costs
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sharing. Prior to 1997, there were three productivity offsets,
two of which provided for a sharing of profits above a specified
earnings If!lIeI with the Telephone Companies' customers and a
higher productivity offset which did not include sharing. The
Telephone Companies had elected the higher 5.3"
productivity offset without sharing.

With the passap of the Telecommunications Ad of 1996
(Telecom Act), the FCC has been conducting further
proceedinp in conjunction with access reform to address a
number of pricing and productivity issues, and is performing a
broader review of price cap regulation in the context of the
increasincly more competitive telecommunications environment.
The Chairman of the FCC has indicated that the FCC intends to
act on these proceedings in 1998. The Telecom Act and FCC
actions taken to implement provisions of the Telecom Act are
disOlssed further under the heading ·Competitive Environment"

Pursuant to the Telecom Act, the local coin rate in the
payphone industry was clenIplated by the FCC on October 7.
1997. and LECs were required to remove any direct or indirect
subsidy of payphone service from their regulated
telecommunications operations. Removal of the subsidy caused
the Telephone Companies to raise local coin rates throughout
their opel3ting territories in 1997.

s~ Regulation With the implementation of Nevada's
price cap plan which eliminated the sharing provision pl'1!!Yiously
in effect, six of the seYen state regulatory plans under which the
Telephone Companies operate do not include sharing. The
California price cap plan still includes sharing. Howe¥er, there
has been no sharing in California in the last two years.

CaJifcnlia The California Public Utmty Commission's (CPUq
form of price caps requires PaeBell to submit an annual price cap
filing to determine prices for categories of services for each new
yeal: The productivity factor used in calOllating price caps has
been set equal to the inflation factor for the period 1996-1998.
The price cap plan includes a sharing mechanism that requires
Pac8ell to share its earnings with customers above certain
earnings 1evels.In.D.ecember 1997..the CPUCad.opted a decision
on PacBelI's 1997 price cap filing resulting in a reverue reduction
in 1998 of approximately $86 effective January 1, 1998. The

inOlrred. The 1996 increase was due primarily to hlcher income
before income taxes. Taxes also increased in 1996 reflecting a
fuU year's effects of the elimination of excess deferred taxes and
the reduction in the amortization of investment tax credits
resulting from the discontinuance of regulatory accounting,
which OCOlrred in the latter part of 1995.

Extraordinary Loss In 1995, SBC recorded an extraordi­
nary loss of S6 billion from the discontinuance of regulatory
accountinc. The 1055 induded a reduction in the net carrying
value of telephone plant and the elimination of net regulatory
assets ofSW8el1 and PacBeIl (see Note 2 to the financial
Statements).

C.Ul1'IIllative Effe<.t of Ac:countinc Chanp As disOlssed in
Note 1 to the Financial Statements, P80irectory changed its
method of recognizing directory publishing revenues and
related expenses effective January 1, 1996. The OImulative
after-tax effect of applying the new method to prior years is
recognized as ofJanuary 1, 1996 as a one-time, non-cash gain
applicable to continuing opel3tions of $90, or $0.05 per share.
The pin is net of deferred taxes of 553. Manasement befM!Ye5
this chance to the issue basis method is preferable because it is
the method generally followed in the publishing industry,
including Yellow Paps, and better reflects the operating activit;y
of the business. This accounting change is not expected to have
a significant effect on net income in future periods.

OPERATINC ENVIRONMENT
AND TRENDS OF THE BUSINESS

Replatory EJMromnent The telecommunications industry
is in uansition from a tightly regulated industry overseen by mul­
tiple ,...Jatory bodies, to a more incentive-based, market driven
industry monitored by state and federal agencies. The Telephone
Companies' wireline telecommunications operations remain sub­
ject to regulation by the seven states in which they operate for
intrastate services and by the FCC for interstate services. In 1997.
new price cap regulatory plans were implemented for the
Telephone Companies in Missouri and Nevada, and in Oklahoma,
legislation passed abing alternative regulation. The Telephone
Companies under price cap regulation have the freedom to
establish and modify prices for some services as long as they do
not exceed the price caps, as well as the freedom to change
prices for some services without regulatory approval.

Federal ReBulation During 1997. the FCC issued an Access
Reform Order restructuring access charges paid for interex­
change carrier access to the Telephone Companies' networks.
The order raises the flat monthly end user charge for primary
business Jines, and additional residence and business lines, and
Iowrs the price caps on per minute access charges for interstate
long distance carriers. These changes, which took effect in 1997
and january 1998, are supposed to shift. sources of revenue
from carriers to end users without changing the total amount of
reYenue received by the local Exchange Carriers (LECs).

The FCC's price cap plan for the LECs provides for changes
to be made annually to the price caps for inflation, productivit;y
and changes in other costs. In 1997 the Telephone Companies
were ordered to begin using a 6.5" productivity offset, with no

~"c;E 23



MANAGEMENT'S DISCUSSION AND ANALYSIS, 'ontinued
DoUars in ..illions except per share a_unts

reduction reflects items accrued in the 1997 results of operations,
including, among other things, the rate reduction ordered in the
CPUC decision approving the S8C1PAC merger and the gain on
the sale of Pac8ell's interest in 8ellcore. Because of these accruals,
the order will not materially affect S8C's results of operations
in 1998.

In an April 1997 ruling, the CPUC reaffirmed that
postretirement benefit costs were appropriately recoverable
in PacBelfs price cap filings as exogenous costs. The CPUC
continued to allow recovery in 1998 consistent with the
amount n!qUested by Pac8e11 in an October 1997 filing. The
CPUC also ordered a further proceeding to address future
procedures and amounts for recovery.

In May 1997, the FCC adopted new separations rules that
shifted recovery of a subsbntial amount of billing and
collection costs to the interstate jurisdiction. Pac8ell filed for
a waiver of the requirement and was denied the waiver in
December 1997. As a result, Pac8el1 could be required to refund
an annualized amount of approximately $21 to customers since
July 1997, with refunds commencing in 1999.

In 1996, the CPUC issued an order on universal service
and established the CHCF8 to subsidize telephone service in
Califomia's high cost areas. The estimated $352 cost of the
pRJgl'llm is expected to be collected from customers of all
telecommunications providers who will contribute to the fund
through a 2.87" suKharp on aU bills for telecommunications
services provided in California. The suKharp became effective
February 1. 1997. To maintain rewnue neutrality, PacBeIl will
reduce its revenues dollar for dollar for amounts it will receive
from the fund. This reduction will occur through an across the
board SUKredit on all products and services (except for
residential basic exchange services and contracts) or through
permanent rate reductions for those services that previously
subsidized universal service. PacBeIl tiled to reduce permanently
certain toll and access rates. Hearings were held in October
1997, and a decision is expected in the second or third quarter
of 1998.

PacWI expects to receive apprClkimately $305 annually from
the CHCFB fund based on CPUC estimates of the cost of
providing universal SeMce. Pac8eft berleYeS the new program
underestimates the cost of providing universal service and that
the lMraC8 cost of providing service is up to 33" higher per line,
per month than the CPUC estimate. As a result, subsidies for
universal service will remain in the prices for Pac8elfs competitive
services, which may place it at a competitive disadvantage.

In 1992, PacBel1 entered into a settlement with tax
authorities and others which fixed a specific methodology for
valuing utility property for tax purposes for a period of eight
years. As a result, the CPUC opened an investigation to
determine if any resulting property tax savings should be
returned by PacBeIl to its customers. Intervenors have asserted
that as much as $20 of annual property tax savings should be
treated as an exogenous cost reduction in Pac8ell's annual price
cap filings and that as much as $90 in past property tax savings
as of December 31, 1997, plus interest, should be returned to

PACE 2.

customers. PaeBeU believes that, under the CPUC's regulatory
framework, any property tax savings quaUfy only as a component
of shareable earnings and not as an exogenous cost. In an
interim opinion issued in June 1995, the CPUC ruled in favor of
interYenors, but decided to defer a final decision on the mabr
pending resolution in a separate proceeding of the criteria for
ecopnous cost treatment under its regulatory framework. To
date, the CPUC has taken no further action on the issue.

More than 120 applications for certification to provide
competitive local service have been approved by the CPUc,
with over 2S more app&cations pending approval. As a result,
Pac8el1 expects competition to continue to develop for local
service, but the financial impact of this competition cannot
be reasonably estimated at this time.

Tuas The Public Utility Regulatory Act, which became
efFectiYe in May 1995 (PURA), aUows SW8el1 and other LECs to
elect to mCM! from rate of return regulation to price regulation
with elimination of earnings sharing. In September 1995,
SW8e1l notified the Texas Pub"c Utility Commission (TPUC)
that it elected incentNe regulation under the new law. 8asic
local service rates are capped at existing levels for four years
foJIowing the election. The TPUC is prohibited from reducing
switched access rates charged by LECs to interexchange carriers
while rates ate capped.

LECs electing price regulation must commit to network and
infrastructure improvement goals, including expansion of digital
switching and advanced high-speed services to qualifying public
institutions, such as schools, fibraries and hospitals, requesting
the services. PURA also established an infrastnJcture grant fund
for use by public institutions in upgrading their communications
and computer technology. PURA provided for a total fund
assessment of $150 annually on all telecommunications
providers in Texas for a ten-year period. The 1997 Texas
legislative session changed the funding for the infrastructure
grant from annually collecting $150 for ten years to a flat rate
(1.25") applied to all telecommunications providers' sales
taxable menues. The law also provides a cap of $1 ,500 for the
life of the fund. SW8elI's annual payments will increase from the
current level in 1997 of $36 per year to approximately $50 for
each of the next three years. Due to the industry's growth in
revenues, the fund should be completely funded before the
original1en years.

PURA establishes local exchange competition by allowing
other companies that desire to provide local exchange services
to apply for certification by the TPUC, subject to certain buiId­
out requirements, resale restrictions and minimum service
requirements. PURA provides that SW8ell will remain the
default carrier of·1 plus" intraLATA long-distance traffic until
SW8e1l is allowed to carry interLATA long-distance. In 1996,
MCI Communications Corporation (MCQ and AT&T Corp.
(AT&T) sued the state ofTsas, alleging that PURA violates the
Texas state constitution, and claiming that PURA establishes
anticompetitive barriers designed to prevent MCI, AT&T and
Sprint Corporation (Sprint) from providing local services within
Texas. The FCC, also in response to petitions filed by AT&T and



MCl, preemptec:l and voided portions of PURA that required
certain new entrants to build telephone networks to cover a
27-square-mile area in any maBet they entered. Furthermore,
the FCC also preempted Nies that excluded competitors from
entering markets with fewer than 31 ,DOD access lines and which
made resale of Centrex phone services subject to a limited
property restriction. AT&T and MO have dismissed their suits
recarding this matter. In October 1997, SWBell tiled with the
FCC a Petition for Reconsideration regarding the preemption of
the pn»perty restriction for Centrex services.

More than 170 applications for certification to provide
competitive local service have been approved by the TPUc,
with over 25 more applications pending approval As a result,
SWhH expects competition to continue to develop for local
service, but the financial impad of this competition cannot
be reasonably estimated at this time.

Miuouri Effective September 26, 1997, the Missouri Public
Service Commission (MPSC) determined that SW8e1l is now
subject to price cap regulation. Prices in effect as of December
31, 1996 are the initial maximum allowable rates for services
and cannot be adjusted until January 1, 2000 for basic and
access services and until January 1, 1999 for non-basic services.
On an exchange basis where a competitor begins operations,
the January 1, 1999 freeze on maximum allowable rates for
non-basic services is removed. After those dates, caps for basic
and access services may be adjusted based on one of two
government indices while caps for non-basic services may be
increased up to Sex. per year. In an exchange where competition
for basic local service exists for five years, services will be
declared competitive and subject to market pricing unless the
MPSC finds effective competition does not exist. The Office of
Public Counsel and MCI have sought judicial review of the
MPSC determination.

OklalUlma Oklahoma enacted legislation, effective July 1,
1997, which aHows for alternative regulation in Oklahoma for
telecommunications providers. Key pJOYisions of the new law
allow SW8e1l to apply for alternative reculation at any time,
impose a restriction against the Oklahoma Corporation
Commission (ocq initiating a rate case until FebNal)' S, 2001,
establish a Universal Service Fund (USF), and require SWBeIt to
keep intrastate access rates at parity with interstate rates. SWBell
is allowed to seek partial recovery of the access rate reductions
from the USF. In addition, the new law allows for streamlined tariff
processing procedures and establishes a framework to have
services declared competitive and eventually deregulated.

Compditive Environment Competition continues to
increase for telecommunication and information services.
Recent changes in legislation and regulation have increased the
opportunities for alternative service providers offering telecom­
munications services. Technological advances have expanded
the types and uses of services and products available. As a
result, SBC faces increasing competition in significant portions
of its business.

l)Ome.itre On February 8, 1996, the Telecom Act was
enacted into law. The Telecom Act is intended to address

various aspeds of competition within, and regulation of, the
telecommunications industry. The Telecom Act provides that all
post-enactment conduct or activities which were subject to the
consent decree issued at the time of AT&T divestiture of the
Recional Holding Companies (RHCs), referred to as the
Modification of F"lI'I8l Judgment (Mf), are now subject to the
provisions of the Telecom Act. In April 1996, the United States
District Court for the District of Columbia issued its Opinion
and Order terminating the WJ and dismissing al pending
motions related to the Mf) as moot. This ruling effectively
ended 13 years of RHC regulation under the Mf). Among other
thinp. the Telecom Act also defines conditions sac must comply
with before being pennitted to offer iniedATA lo~istance

setVice within eafJfomia. Texas, Missouri, Kansas, Oklahoma,
Arbnsas and Nevada (....... operatinc areas) and establishes
c.-tain terms and conditions intended to promote competition
for the Telephone Companies' local exchange services.

Under the Telecom Act, SBC may immediately offer
interlATA Ionl"distance outside the regulated operating areas
and over its wireless network both inside and outside the
regulated operating areas. Before being permitted to offer
Iandrme interlATA lon,.elistance service in any state within the
regulated operating areas, SSC must apply for and obtain state­
specific approval from the FCC. The FCC's approva~ which
irwolves consultation with the United States Department of
Justice and appropriate state commissions, requires favorable
determinations that the Telephone Companies have entered
into intet'connection agreement(s) that satisfy a 14-point
·competitive checklist· with predominantly facilities·based
carrier(s) that serve residential and business customers or,
alternatively. that the Telephone Companies have a statement
of terms and conditions effective in that state under which they
offer the ·competitive checklist" items. The FCC must also
make favorable public interest and structural separation
determinations in connection with such applications.

In July 1997, SBC brousht suit in the U.S. Distrid Court for
the Northern District ofTexas (U.S. District Court), seeking a
declaration that parts of the Telecom Ad are unconstitutional
on the grounds that they improperly discriminate against the
Telephone Companies by imposing restrictions that prohibit
the Telephone Companies by name from offennc interlATA
long-distance and other services that other LECs are free to
provide. The suit challenged only those portions of the
Telecom Ad that exclude the Telephone Companies from
competing in certain "nes of business. On December 31, 1997
the U.S. District Court ruled in fayor of SSC and declared
certain sections of the Telecom Ad unconstitutional, thereby
allowing SBC to enter interlATA long-distance in the Telephone
Companies' operating areas. If upheld. this ruling is expeded to
speed competition in the interlATA long-distance markets in
SSC's regulated operating areas. The FCC and competitor
intervenors have sought and received a stay of the decision by
the U.s. District Court.
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In August 1996, the FCC issued Riles by which competitors
could conned with LECs' networks, includinB those of the
Telephone Companies. Among other things, the Riles addressed
unbundling of network elements, pricing for interconnection
and unbundled elements (Pricing Provisions), and resale of
retail telecommunications services. The FCC Riles were
appealed by numerous parties, including S8C.

In July 1997, the United States Court of Appeals for the
Eighth Circuit in St. Louis (8th Circuit) held that the FCC did
not haw authori1¥ to promulpte Riles reIUed to the pricing of
local intrastate telecommunications and that its Riles in that
regard were irwalid. The 8th Carcuit also CMrlurned the FCC's
Riles which allowed competitors to "pick and choose" among
the terms and concfltions of appl'OYed interconnection
agreements. In October 1997, the 8~h Circuit issued a
subsequent decision clarifying that the Telecom Act does not
require the incumbent LECs to deliver network elements to
competitors in anything other than completely unbundled form.

In September 1997, a number of parties, including SBC,
filed petitions to enforce the July 1997 Riling of the 8th
Circuit that the right to set local exchange prices, including the
pricing methodology used, is reserved exclusively to the sUtes.
The petitions responded to the FCC's rejection ofAmemech
Corporation's interLATA lone-distance application in Michigan in
which the FCC stated it intended to apply its own pricing
standards to RHC intenATA applications. The petitioners
asserted the FCC was violating state authori1;y. On January 22,
1998 the 8th Circuit ordered the FCC to abide by the July
1997 ruling and reiterated that the FCC cannot use interLATA
lonc-distance applications made by SBC and other RHC
wireline subsidiaries wishing to provide intertATA long-distance
to attempt to re-impose the pricing standards ruled invalid in
July 1997 by the 8th Circuit. On January 26, 1998, the U.S.
Supreme Court agreed to hear all appeals of the July 1997
8th Circuit decision.

The effects of the FCC rules are dependent on many
factors including, but not limited to: the ultimate resolution of
the pending appeals; the number and nature of competitors
requesting interconnection, unbundling or resale; and the
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results of the state repIatory commissions' review and handling
of related matters within their jurisdictions. Accordingly, SBC is
not able to assess the impact of the FCC rules at this time.

Latk'llint Loc(u S/ln~ice Recent state leaislative and regula­
tory developments also allow increased competition for local
exchance services. Companies wishing to provide competitive
local service have filed numerous apprlCations with state
commissions throughout the Telephone Companies' regulated
operating aleas, and the commissions of each state hawe been
approving these applications since late 1995. Under the
Telecom Ad, companies seeking to interconnect to the
Telephone Companies' networks and exchange local calls must
enter into interconnection agreements with the Telephone
Companies. These aar-ments are then subject to approval by
the appropriate state commissions. SBC has reached over 250
interconnection and resale agreements with competitive local
service providers, and most haw been approYed by the relevant
state commissions. AT&T and other competitors are reselling
SBC local elChange services, and as of December 31, 1997,
there were appRlDtimately 500,000 SBC access lines supporting
services of resale competitors throughout the Telephone
Companies' regulated operating areas, most of them in Texas
and California. Many competitors have placed facilities in
service and have begun advertising campaigns and offering
services. Beginning in 1996, SW8eU was also granted faciHties­
based and resale operating authority in territories served by
other LECs. SW8e1l began local exchange service offerings to
these areas during 1997.

The CPUC authorized facilities-based local services
competition efl'ective January 1996 and resale competition
effective March 1996. While the CPUC has estabUshed local
competition Riles and interim prices, several issues still remain
to be resolved. including final rates for resale and LEC
provisioning and pricing of certain network elements to
competitors. In order to provide services to resellers, PacBeIl
uses established operating support systems and has
implemented electronic ordering systems and a customer carel
billing center. Costs to implement local competition. especially
number portability, ale substantial. The CPUC has set a
schedule to review Pac8ell's recovery of its local competition
implementation costs incurred since January 1, 1996.

The CPUC has issued orders regarding the implementation
of competition in 1997. Some of the key ones include
permiiling the resale of Centrex services to businesses only,
prohibiting aggregation of customers to obtain toll discounts,
enforcing optional calAng plans retail tariff restrictions on
resale, prohibiting sharing of certain Centrex features to route
intraLATA caDs, adopting no discount on private line resale,
orderi"l resale of voice mail to competitors, and allowing
collection of intrastate access charges on unbundled network
elements. The CPUC order on resale of voice mail service was
stayed and is being reviewed.

In December 1997, the TPUC set rates that SWBell may
charge for access and interconnection to its telephone network.
The TPUC decision sets pricing for dozens of network



components and completes a consolidated arbitration between
SWieR and six of its competitors, including AT&T and MCI.
SWIeR has TPUC-approwd resale and interconnection
agreements with approximately 80 local service providers, with
approximately 15 pending approval.

In Missouri, the MPSC issued orders on a consolidated
arbitration hearing with AT&T and tAO and on selected items
with Metropo&tan F"lber Systems (MFS). Among other terms,
the orders established discount rates for resale of SWBeII
services and prices for unbundled network elements. SW8e1l
appealed the interconnection agreement resulting from the first
arbitration proceeding on November 5, 1997; a decision is still
pendinc. A second arbitration process to address other
interconnection issues with AT&T has conclucled, and the
MPSC ordered that an agreement be filed. SWBell has sought
l'1!Consideration of this on::ler.

As a result of the Telecom Act and conforming
interconnection agreements, the T~honeCompanies expect
incrused competiti'le pressure in 1998 and beyond from
multiple providers in various markets including facilities-based
Competitive local Exchance Carriers (CLECs), interetchange
carriers (IXCs) and mellers. At this time, management is unable
to assess the effect of competition on the industry as a whole,
or financially on SBC, but expects both losses of market share
in local service and gains resulting from new business initiatives,
vertical services and new service areas.
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WU'ek.~$ L(lCi~! Seroke In 1993, the FCC adopted an on::ler
allocating radio spectrum and licenses for PCS. PCS utilizes
wireless telecommunications digital technology at a higher
frequency radio spectrum than cellular. Wee cellular, it is
desiped to permit access to a variety of communications
services reprdless of subscriber location. In an FCC auction,
which concluded in March 1995, PCS licenses were awarded
in 51 major markets. SBC or affiljates acquired PCS Scenses
in the Major Trading Areas (MiAs) of Los Angeles-San Diego.
California; San Francisco-Oakland-San jose, California; Memphis,
Tennessee; Little Rock, Arkansas; and Tulsa, Oklahoma. The
Ca&fornia licenses cover substantially all of California and

Nevada. SBC is currently operational in all of its major
California-Nevada markets and Tulsa, Oklahoma. During 1996,
SBC received several AT&T cellular networks in Arkansas in
exchange for SBC's PCS licenses in Memphis, Tennessee and
Little Rock, Arkansas and other consideration.

In NO¥ember 1996, Pacific Bell Mobile Services (PBMS)
conducted an extensive PCS trial in San Diego, California.
Service was formally launched in San Diego. Carlfornia in
January 1997, in Las Vegas. Nevada in February 1997, in
Sacramento, California in March 1997, in San Francisco in
May 1997, in Los Angeles in July 1997 and in Balcersfield,
California in October 1997. The network incorporates the
Global System for Mobile Communications (GSM) standan::l
which is widely used in Europe. PBMS is seling PCS as an
off-the-shelf product in retail stores across California and
Ne¥ada. Sipificant competition exists, particularly from the
two establi....ed cellular companies in each market.

In an FCC auction which concluded in january 1997,
SBC acqui.... eight additional PCS licenses for Basic Trading
Areas (BTAs) that are within the five-state area.

S8C also has state apprcM!d interconnection agreements to
rec:eNe reciprocal compensation from interelchange carriers and
other local service providers accessing its wireless networIc.s in all
states where it pt'OYides wireless services.

Companies graniIed licenses in MTAs and BlAs where S8C
also provides service include subsidiaries and affiliates of AT&T,
Sprint and other RHCs. Significant competition from PCS providers
ecists in SBCs major maricets. Competition has been based upon
both price and product padraging and has contributed to SBCs
dedine in awHap subscrber I'eM!fU! per wireless customer.

Long-DUtiJn.<'.e Competition continues to intensify in the
Telephone Companies' intraLATA long-distance markets. It is
estimated that providers other than PacBell now serve more
than half of the business intraLATA long-distance customers in
Pac8eIl's service areas.

The acc recommended that SBC be allowed to offer
intedATA long-distance in Oklahoma. Notwithstanding that
l'1!Commendiltion, the FCC denied SBC such authority and SBC
has appealed the decision in the D.C. Court of Appeals where
the case is pendi"lo

Since the Telecom Ad, SBC has entered the wireless long­
distance marlcets, and offers wireless long-distance service in all of
its wireless service areas. In addition, through affiliates SBC also
offers landlne interlATA long-distance services to customers in
selected areas outside the Telephone Companies' operating areas.

OtMr In the future, it is Iilcely that additional competitors
will emerge in the telecommunications industry. Cable television
companies and electric utilities have expressed an interest in, or
already are, providing telecommunications services. As a result
of recent and prospecti'le mergers and acquisitions within the
industry, SBC may face competition from entities offering both
cable TV and telephone services in the Telephone Companies'
regulated operating areas. Interexchange carriers have been
certified to provide local service, and a number of other major
carriers have publicly announced their intent to provide local
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